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TO AUDIT OFFICIALS AND OTHERS INTERESTED IN
GOVERNMENT AUDITIN G STAN DARDS

GAO invites your comments on the accompanymg proposed changes to Govemment
"Audztmg Standards (GAGAS), commonly known as the “yellow book.” These changes .

propose revrs1ng the second general standard, 1ndependence, to expand the def1n1t1on of
personal impairments, highlight the drstmctlon between extemal and mtemal reportmg, and
acknowledge the ways that orgamzatrons can be free from orgamzatronal 1mpa1rments to

" independence. This letter describes the | process followed in revising the standards,

summarizes comments received on an earlier preliminary views document, drscusses the
proposed changes from the preliminary views document to this exposure- draft, outllnes the
format of this exposure draft, and requests comments from mterested partles on these

- proposed rev1s1ons o

“To help ensure that the standards continue to meet the needs of the audit commumty and the

public it serves, the Comptroller General of the Umted States. appomted the Advisory
Council on Government Auditing Standards to review the standards and recommend
necessary changes The cotincil includes experts in financial and performance audrtrng
drawn from all levels of government pr1vate enterprrse public accounting, and academia.

- Pubhc comment 1s requested on all draft rev1s1ons to the standards

.In February 2000 the councrl recommended to the Comptroller General that a prehrmnary

views draft be issued rather than an exposure draft to reflect the complexity and diverse
views associated with the auditor independence issues. The council suggested reachmg out
to all users of the standards to help formulate possible solutions. The preliminary views
document, issued on April 14, 2000, primarily focused on issues associated with
organizational independence. and identified one possible solution. However, the council -
acknowledged that there could be addrtronal views and issues to consider and invited

respondents to 1dent1fy and comment to assist the councrl and GAO in thelr delrberatrons

- GAO recerved 101 comment letters on the preliminary views document from all levels of

government and other organizations. Most of the comment letters did not support the
preliminary views draft approach to independence issues, but at the same time offered a
wealth of information to assist the council and GAO staff in formulatmg other posmble
solutions and in considering add1t10nal 1ssues Each comment letter was reviewed and
carefully considered.

The comment letters on the preliminary views document raised several major points ‘_
associated with the proposal. First, most of the federal inspectors general and many of the




state inspectors general commented that the preliminary views document conflicted with

their enabling legislation that established independent audit organizations. These .
respondents expressed their belief that since legislation created them to be 1ndependent and

- provided a range of safeguards to independence, the auditing standards:should recogmze
legislative provisions. Second, internal auditors commented that the- preliminary views.
document disenfranchised this function from recognition under these standards. The internal
auditors also noted the lack of compatibility between the preliminary views document and
the Institute of Internal Auditors (IIA) standards, concluding that many would elect to use the
.. IIA standards instead. Third, state auditors and others did not agree with the preliminary

- views-document that allowed audit organizations that are not 1ndependent to issue opinions

on the financial statements when required by statute and with an accompanymg disclosure of
the circumstances. Fourth, many comments were received that pointed out that the
preliminary views document did not consider that a broad range of safeguards may be in

~ place to collectively ensure the 1ndependence of the audit orgamzatlon Lastly, the comment
~letters also noted that the issue of mdependence is broader than orgamzatlonal 1ndependence
" as'described by the prellmlnary views document. As such, a number of respondents
'suggested that the’ ‘Council should recommend that the exposure draft expand its focus to
~address' 1ndependence 1ssues assocrated w1th audltors prov1d1ng nonaudlt serv1ces to the
audrted entlty .

~In addressrng these and other concerns raised by’ the 1nd1v1dua] comment letters, the councrl

recommended to GAO ‘that substantive changes be made to the prellmmary views document

and focused on three primary areas for possible revision. First, the council agreed with the

. comments received that noted the ambiguity of the sections on personal impairments and
~suggested that GAO expand the examples of personal impairments : and add criteria to help

. audit orgamzatlons understand whether the provision of the nonaudit service affects the

subject matter of the audit. The recent debate regarding the Securities and Exchange

- Commission’s rulmg on auditor mdependence provided valuable information that was used
* in'considering the types of nonaudit services that could impair an audit orgamzatlon S

independence. This expostre draft emphasizes that auditors and audit organizations have an

obligation to evaluate circumstances and relationships on each assignment to identify

situations that could result in an actual or percerved impairment to 1ndependence, including

g whether the performance of nonaudlt serv1ces affects the subJect matter belng audrted

‘ Second the counc11 suggested that a distinction be made between external and 1nterna1
reportlng The council’s advice is that internal auditors play a vital role in government
~auditing and can be free from orgamzatlonal impairments to 1ndependence However, the
council emphasized to GAO that fundamental differences exist in auditor respon31b111t1es
“when audit work is performed to report externally to third parties outside the audited entity
and when audit work is performed to report internally to management within the audited
‘entrty Accordingly, this exposure draft incorporates the sections on internal audit i in the 1994
revision of Government Auditing Standards but refocuses the discussion to organizational
Jimpairment considerations when reporting internally to management. The internal audit
organization would be required to document the conditions in place that allow it to be
considered free of organizational impairments to report internally and have the ‘
documentation available for review during the external quality assurance review to ensure
that all necessary safeguards have been met. The council also recommended that an internal
audit organization could be organizationally independent to report externally if auditing an
entity that is external to the one they are assigned, such as a contractor.
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- Third, the council recommended expanding the criteria that define organizations that can
report externally. Based on the comment letters received on the preliminary views -
document, the council advised GAO that there are a number of ways audit organizations can
be free from organizational impairments to report externally. Specifically, this exposure
draft proposes expanding the presumptive criteria to include audit org’aﬁizatiohs for which
the heads are appointed by, are accountable to, report to, and can be removed by a statutorily
created governing body. The exposure draft also adds to the presumptive criteria to-include
an audit organization that is assigned to the same branch of government as the audited entity
but a different agency within that branch, such as an executive branch- audxtor audltlng a
different executive branch agency’s program. : :

In addition, this exposure draft recognizes that there may be other organizational structures
under which a government audit organization could be considered to be free from
organijzational impairments, and thereby considered organizationally independent to report
externally. These other structures provide sufficient safeguards to prevent the audited entity
from interfering with the audit organization’s ability to perform the work and report the -
results impartially. For the audit organization to be considered free from organizational
impairments to report extemally, the audit organization needs to have all of the statutory
protections listed in the exposure draft. In these situations, the audit organization is required
to document the statutory provisions in place and have the documentation available for
review during the external quality assurance review to ensure that a third party agrees that the
necessary safeguards have been met.

This draft is being sent to financial management and audit officials at all levels of
government, the public accounting profession, academia, professional organizations, and
public-interest groups. We encourage you to send your comments, whether you wish to
comment on the entire document or only a portion of it. All comments will be distributed to
the entire council and will be considered during further deliberations.

In the exposure draft, italicizing and bolding are used to identify potential added language
and striking-out is used to identify potential deleted language from the 1994 revision of
Government Auditing Standards. To facilitate review of the exposure draft, it is located on
the Internet on GAO’s Home Page (www.gao.gov). Additional copies of this exposure draft
can be obtained from the U.S. General Accounting Office, Room 1100, 700 4 Street NW,
Washmgton DC 20548, or by calling (202) 512-6000.

To facilitate analysm of your comments, it would be helpful if you sent them both in writing
and on diskette (in Word or ASCII format). To ensure that your comments are considered by
the council in their deliberations, please submit them by July 30, 2001, to the following
address:

Government Auditing Standards Comment
Independence Exposure Draft
U.S. General Accounting Office
Room 5X16 (FMA)
441 G Street, NW
Washington, DC 20548
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If you need additional information, please call Marcia B. Buchanan, Ass1stant D1rector
Financial Management and Assurance at (202) 5 12 9321.

[
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INDEPENDENCE

3.11

The second general standard is:

In all matters relatmg to the audit work the audit orgamzatzon and the

mdwtdual auditors, whether government or publzc, should be free both in tact

nd aggearance from personal and—extemal mpat-rmenés—to—mdependenee-

: skould—be and orgamzatwnally—mdependem zmpatrments to mdegendenc and "

should mamtam an mdependent attttude and appearance

3.12 This standard places respon51b111ty on each auditor and aud1t orgamzatlon to

maintain mdependence so that oplmons, conclusmns Judgments and

recommendatlons will be 1mpart1a1 and will be viewed as 1mpart1a1 by

“knowledgeable third parties. 3-13—Auditors-should-consider-not only-whether they

An auditor should avaid situations that could lead reasonable knewledgeab}e
third parties with knowledge of the relevant facts and circumstances to conclude
that the auditor is not able to maintain independence and, thus, is not capable of

exercising objective and impartial judgment on all issues associated with

. conducting and reporting on the work. eonsider-them-so:




3.13 Government auditors-ineluding-hired-consultants-and-internal-experts-and

: spee}ahsts; need to consider three general classes of impairments to

~ independence—personal, external, and organizational. If one or more of these

R 1mpa1rments affects an: audrtor s’ capabrhty to de perform the work and report
results‘ 1mpart1ally, that audltor should e1ther dechne to perform the work or in

those s1tuat10ns whefe in whzch that audrtor cannot dechne to perform the &ueht

work the 1mpa1rment(s) should be reported in the scope sectlon of the aud1t report !

3.14 Nongovemment audltors alse need to consrder those personal and extemal
1mpa1rments that mlght affect thelr abflmes capabzlzty to do-their perform the
Work and report thelr results 1mpart1ally If thelr abfht-res—afe—a#feeted
mdependence is impaired, they should decline to perform the a&elft—work In
| addition to the guidance on personal and external impqirments, m GAGAS,
public acc’ountants2 should follow the American Institute of Certified Public
Accountants (AICPA) code of professional conduct and the code of professional

conduct and the regulations of the state board with jurisdiction over the practice

'In the disclosure, auditors should consider addressing the following issues in the scope section: (1) the
cause of the impairment, (2) the mandate to do the audit, and (3) any compensating actions taken to
minimize the impairment.

2Public accountants are certified public accountants, persons working for licensed certified public
accounting firms, or public accountants licensed on or before December 31, 1970, or persons working
Jor public accounting firms licensed on or before December 31, 1970.
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of the public accountant and the audit organization.’-and-the-suidence-on
Lasd Lirnnai i 1l Jaeds.

3.15 In using the work of specialists,’ auditors need to assess whether any of the three

general classes of impairments to independence affect these individuals’capability

to perform the work and report results impartially. In conducting this assessmen‘t,

auditors should obtain representations from the specialists regarding their -~ -
independence from the activity or program under dudit. If the specialist ha§ an
impairment to independence, the auditoi' should use the work of another-specidlist.
If the specialist has an;appearancé of impdirment to i’ndepéndence, -thé auditor

| should consider using the work of another specialist who does not khave an. =
impqirmient. If the auditor decide to continue to use the work of specialists whose
independeﬁce,may be impaired, the auditor should p‘e’rfofm additional procedures
with respect to somé or all of thevspeciali‘sts’. assumptions and methods to
deterniine whether the resz'tlts are reasonable,’ or engage another specidlist for this

purpose.

*Public accountants also may be subject to other rules and regulations in addition to GAGAS and those
listed above. Such rules may include requirements issued by various levels of government, such as
specific requirements for auditors to be engaged to conduct work for the Department of Labor. Auditors
should exercise sound professional judgment to ensure they meet any additional rules and regulations.

“Specialists to whom this section applies include, but are not limited to, actuaries, appraisers, attorneys,
engineers, environmental consultants, medical professionals, statisticians, and geologists. This section
also applies to external consultants and firms performing work for the audit organization.

SAuditors need to assess their own qualifications to perform this work. If they are not qualified, they
should engage another specidlist for this purpose.
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Personal Impairments

3.16
pereeived-as-impartial-The audit organization should is-responsible-for haveing q
- policies-and-proceduresin-place an internal quality assurance system to help” ‘

determine if auditors have any personal impairments to independence that could

affect their impartiality or the appearance of impartiality . Managers-and -
sapervisors The audit organization needs to be alert for personal impairments ¢o

independence of their its staff members. Personal impairments of staff members

are relationships that might cause an auditor to limit the extent of the inquiry,
limit disclosure, or weaken or slant audit findings in any way. Auditors are -
- responsible for notifying the appropriate officials within their audit organizations if

they have any personal impairments to independence. Fhese-impairments-apply-to

as. Examples of

personal impairments of individual auditors include, but are not limited to, the

following: : !

‘a. preconceived ideas toward individuals, groups; organizations, or objectives of

a particular prdgram that could bias the audit,



b. previeus-responsibility for managing an entity'or decision-making ef
m&&agiﬂg—an—eﬂt-it-y-that cwould affect eurreﬂt-opéfations of the entity or
program being audited, for example as a direc_tor, officer, or'vemployefe of the
entity, activity, or progfam being audited, or as a mémber of managemerit in
any decision—making, supervisory, or ongoing monitoﬁng Jfunction for the

entity, activity, or program under audit,’”

¢. biases, including those induced by political or social convictions, that result

from employment in, or loyalty to, a particular group, organization-, or level of
government, |

d. concurfent or subsequent performance of aﬁ audit by the same individual
whorfer-eaeamp}ermaintained, the official accoimting rebords when such
services involved preparing source documents or originating data, in
electronic or otherform; authorizing, executing, or con.‘s'ummating
transactions (for éxample, approving invoices, payrolls, claims, or other

payments of the entity or program being audited), maintaining an entity’s

SIf the auditor has performed other nonaudit services for a client that affect information that is the
subject of the audit and management is unable or unwilling to take responsibility for this information,
the risk that the auditor may be perceived to have a personal impairment to independence is increased,
See paragraphs 3.17 and 3.18 for additional guidance on impairments to independence associated with
the scope of services that may be provided by audit organizations to entities they audit. o
"The auditor needs to be free from this personal impairment for the period covered by the activity under
audit, including any financial statements being audited, and for the period in which the audit is being
gerformedandreported. - T T R
Serving as a member of the governing board of the entity under audit creates a personal impairment to

independence. However, serving on an advisory board for the audited entity, in of itself, does not impair ‘

the auditor’s independence, unless that advice directly relates to the activity or program under audit.
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bank account or otherwise having custody of the audited enﬁty ’s funds; or
otherwise exercising authority on behalf the entity, or having duthdrity to do

so,_9 and b

e. financial interest that is-direct, or is substantial though indirect, in the audited

entity or program.

3.17 Given the evolving nature of services provided by audit organizations, care needs
10 be taken to avoid situations tﬁat can impair independence. Situations in which
an audit organization provides certain nonaudit services to an entity and also
performs the audit of that entity could create an impairiment for the audit
organization. Audit organizations need to consider whether the provision of the
nonaudit services affects the subject matter of the audit.”’ Specific examples of the
types of nonaudit services under the above circumstance& that if an audit
organiéation provides them, with certain exceptioﬁs as specified below, create

personal impairments to independence include the followiﬁg:

°See footnote 7.
.Lg =0 amnla
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a. Providing bookkeeping or other similar services' related to the audited entity’s

accountitig records, financial statements, or other records subject to audit. The

audit organization cannot maintain or prepare the audited entity’s basic
. accounting records or maintain or take the responsibility for basic financial or

other records that the audit organization will audit,”?

b. . Designing or‘imj)lementing information systems.” The audit organization
cannot design the informdtion technology systén_z that suppofts the program or
-activity being audited or that generafes the éthér records that will be audited, or
provide the pfimary ’basis Jfor determining the adequacy of the system.

However, the audit organization can provide information technology services
to design or implement systems if management (1 )'acknowledges responsibility
Jor the entity’s systeni of interhal cbﬁtrol, ) idehtzﬁes a person within
management to make all management decisions wit‘h‘respect to the pt‘oject, 3)
makes all significant decisions with respeci_ to the pro‘je,ci, (4) evaluates the
adequacy and results of the project, and (5) does not rely on the auditor’s work

as the primary basis for determining the adequacy of its ‘system‘. In addition,

10See Jootnote 7. R ;
"Other similar services would include maintaining, preparing, or taking responsibility for the audited
entity’s other records on an outsourcing basis if these other records affect the subject matter of the audit,
The auditor can assist the audited entity in preparing financial statements based on information in the
entity’s records. However, care should be taken not to perform management Junctions or make
management decisions for the entity under audit; these responsibilities remain with the entity’s
management. o : :
’3Design or implementation of a information system includes making decisions concerning the systems
to be evaluated and selected; the controls and system procedures to be implemented; the scope and
timetable of system implementation; or the testing, training, and conversion plans. It also includes
evaluating the adequacy and the results of the information system. '
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the audit organization cannot operate or supervise the operation of the entity’s

information technology systems.

Providing appraisal or valuation services. The audit organization cannot

. perform appraisal or valuation services if it is reasonably likely that the results

of any valuation or appraisal would be material to the financial statement
amounts or other information that will be audited by the audit brganization.

However, the audit organization can provide appraisal or valuation services if

(1) the audit organization is reviewing the work of the audited entity ora

 specialist employed by the audited entity and the audited entity or specialist

provides the primary support for the balances recorded in the financial
statements or other information that will be audii‘ed, (2) the audit
organization ’sactuariés value‘the auditéd ‘entity’s peﬁs’ion,‘ other
postemployment benefit, or similar liabilities, provided that the audited éntity
has determined and taken responsibility for all significant assumptioﬂsand

data, or (3) the valuation is performed in the context of the planning and

- implementation of a tax-planning' strategy or for‘tax compliance services.

. Providing actuarial services. The audit organization cannot perform actuarial

services when they involve the determination of amounts that are material to
the ﬁnancial statements or other information that will be audited by the audit
organization unless (1) the audited entity uses its own actuaries or third-party

actuaries to: provide management with the primaryvactuarial capabilities, (2)




management accepts responsibility for dny significant actuarial methods dnd
assumptions, and (3) the audit organization’s involﬁement is not continual.
However, the aﬁ_dit organization can provide actuarial services if they (1) assist
management in developing appro_prfate methods, assumptions, and am'oz{hts’

. for policy and loss reserves and éther actuarial items preseﬁtéd in financial

- reports based on the audited entity"s'histérical experience, current practice,
and future plans, (2) assist management in the conversion of ﬁnanbial e
statements from a statz;tory basis to one conforming with generally dccépted
accounting principles, (3 ) analyze actuarial ;considerations ahd‘ alternatiﬁes in
Jederal income tax planning, or (4) assi.ft, management in the ﬁﬁancial analysis

- of various matters, such as proposed new policies, new market‘s, business

acquisitions, and reinsurance needs.

e Performing \ma:n,agement Junctions. For example, the audit organization
- would be impaired when an auditor of the organization functions as a member
of management in any decision-making, supervisory, or oﬂngoing monitoring
function for the audited entity, program, activity, or function, or acts,

temporarily or permanently, as a director or officer of the audited entity.

J. Performing human resources services. For example, the audit organization
cannot search for or seek out prospective candidates for executive, director, or

key managerial positions;™ perform psychological testing, or other formal

A key managerial position has a direct impact on the program or management function subject to
audit,
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testing or evaluation programs of such prospective candidates; undertake
reference checks of prospective cdndidates; act as a negotiator with the
prospective candidate on the audited entity’s behalf; or make any related hiring
-decisions regarding a specific candidate for such a specific job. The audit
organization may, upon the request ofthe audited entity, interview ¢andidates
‘and advise ihe audited entity on the candidate’s competence for financial

accounting, administrative, or control positions.

8. Providing broker-dealer services. For example, the audit organization cannot
- serve as a broker-dealer, promoter, or underwriter of the audited entity’s

securities.

h. Preparing indirect cost proposals. For example, the audit organization cannot
prepare the indirect cost proposal or cost allocation plan when indirect costs
- recovered by the audited entity are material to its financial statements or the

subject matter of the audit.

3.18 Auditors and audit organizations may encounter many different circumstances or
combinations of circumstances; therefore, it is impossible to define every
situation that could result in an impairment. Auditors and audit organizations
have an obligation to evaluate circumstances and relationships on each
assignment to identify situations that could result in an actual or perceived

impairment to independence, including whether performing nonaudit services
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affects the subject matter being audited. The audit organization may need to
assess whether multiple situations or circumstances that individually are not
personal impairments to independence may become impairments when

-~ considered in the aggregate. -

3.19 Situations may occur in which the auditor or the audit organization has an
inadvertent violation of the independence standard that is discovered during the E
coﬁduct of the audit, such as tho.§e situations thdt ;could result in dn actual or
perceivgd impairment to independence; An inddvertent violation would not B

_impair. fhe, independence of the audit oiganization orthe assignmént ieam ' ' |
provided that the audit organizaﬁon’ha§ an internal quality control system in
place that identifies an actual or perceived violation before the report is issued.

- This internal quality control system should, at a minimitm, require the auditor to
promptly report any inadvertent violations resulting from any changes in |
relationships to thé audit organization. Once discovered, inadvertent violations
‘need to be mitigated promptly. To mitigate inadvertent violations, (1) the audit
korganization promptly removes the auditor from the assignment and (2) the audit

organization gives additional care to reviewing the work of the auditor. If

e i e

mitigating actions cannot be taken, the auditor and the audit organization should

withdraw from performing the audit, or in situations in which government

T AR LR

auditors cannot withdraw, they should follow the guidance in paragraph 3.13.
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External Impairments -

3.20  Factors.external to the audit organization ma); restrict the audit work or interfere
with an auditor’s ability to form independent and 6bjectiVe opinions and
conclusions. .For example, under the follo‘Wingv conditions, an auditor may not
have complete freedom to make an independent and objective judgrent and an |

‘audit may be adversely affected: -~ .

a. external interference or influence that could improperly or imprudently limits

or. modifyies the scope of an audit or threaten to do so, -

- b. - external interference with the selection or application of audit procedures or in

the selection of transactions to be examined,

c.  unreasonable restrictions on the time allowed to complete an audit or issue the

report,

~d. interference external to the audit organization in the assignment, appointment,

and promotion of audit personnel; -

e. restrictions on funds or other resources provided to the audit organization that

adversely affect the audit organization’s ability to carry out its responsibilities,

12




f. authority to overrule or to inappropriately influence the auditor’s judgment as

to the appropriate content of the report, and

- g. 'influences that jeopardizé the auditor’s continued employment for reasons -

other than competencye or the need for audit services.

Organizational Impairments

321 Govemment audltors capabtltty to perform the work and report the results |
| tmparttally melepeﬂdeaee can be affected by thetr place wzthtn government and '-
the structure of the government enttty whtch they are asszgned to audtt
| Whether they are performzng work to report externally to thzrd partzes outsule
the audited entity or tnternally to top management wzthtn the audited enttty,

audttors need to be free from organizational impairments to independence. by

Orgamzattonal Imgatrment Conszderatton

When ReDorttng Externallz to Third Partze

13
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3.22 Government auditors can be presumed to be free from organizational

3.23

impairments to independence when reporting externally to third parties if their
audit organization is organizationally independent from the audited entity.
Government audit organtzattons can meet the requirement for orgamzatzonal

mdependence in a number of ways.

First, a govemment aud1t organlzatlon may be presumed to be méepeﬂdem—ef—the

free from
organlzatlonal zmpatrments to tndependence from the audtted entzty to report

externally, 1f the en&t—y—l-s-audtt orgamzatton is

a. asszgned toa le\tel of govemment oth‘er‘than bt‘he one to whlch the audzted |
entzty is %heyhafe asmgned (federal state, or local) for example, a federal
audltor andttmg a state government program, or

b. assigned to a different branch of government within the same level of
government te—wh&eh as the audlted entzty, Jor example, a leglslatzve auditor

auditing an executive branch program they-are—as&gﬂed-(}egﬁ}ame;
e*eeume,—er—;adie}al-), or

14




c. assigned to the same level of government as the audited entity but a different
entity within that level, for example, an executive branch auditor auditing a

different executive branch agency’s program.

3.24 Second, d,govemment audit-organization may also be presumed to be i-ﬂdepeﬂdeﬂt—,
assuming no-personal-or-external-impairments-existfree from organizational
impairments for external reporting if the audit organization’s head is-nieets any of

the following criteria:

a. is directly elected by voters of the-citizens-of.theis jurisdiction being

" audited; .

b. - is elected or appointed by a legislative body ef-the-level-of-governmentto
whieh-they-are-assigned; subject to removal by a legislative body, and

reports the results of audits to and isare accountable to a legislative body,

c. is appointed by the-chief-executive someone other than a legislative body,
but-confirmed-by; so long as the appointment is confirmed by a legislative
body and removal from the position is subject to oversight or approval by a

legislative body,"® and reports the results of audits to and are-is accountable

BLegislative bodies may exercise their confirmation powers through a variety of means as long as they
are involved in the approval of the individual to head the audit office. This involvement can be
demonstrated by approving the individual after the appointment or by initially selecting or nominating
an individual or individuals for appointment by the appropriate authority.

15
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to a legislative body:

or

d. is appointed by, accountable to, reports to, and can only be removed by a
. Statutorily created governing body, the majority of whose members.are
independently elected or appoihted and come fromoidside the

. OFganization ‘being'audited.;

| 3.25 In addition to the presumptivé (:rit_éria in paragraphs 3.23 and 3.24, GAGAS
recogniée that there may be other orgariizatiqnal strubtures und_erWhich a:
government audit organization could bé éonsidered to be free from Organizationdl
impairments, and thereby be considered organizationally independent to report
externally. These ‘oth‘er structures should provide{suﬁ‘icient safeguards to prevent
the audited entity Jrom interféring with the audit orgc;nizaﬁon ’s. ability to perform
the work and report the results impartially. For the audit orgdﬁizdtion to be
considered free ﬁ-dm organizational impairments to report externally under a
structuie_ dijfferenvt frbm the ones listed in paragraphs 3.23 and 3.24, the audit

organization should have all of the following safeguards:

a.  statutory protections that prevent the abolishment of the audit organization by

the audited entity,
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b. statutory requirements that if the head of the audit organization is removed
. from office, the head ,bf the agency should report this fact and the reasons for X

the removal to the legislative body,

c. statutory protections that prevent the audited entity from interfering with the

" initiation, scope, timing, and completion of any audit,

ek

d. statutory protections that prevent the audited entity from interfering with the
reporting on any audit, including the ﬁndings,‘ conclusions, and . = F
recommendations, or the manner, means, or timing of the audit

organization’s reports,

e. statutory requirements that the audit organization report to a legislative body

or othérv independent governing body.on a recurring basis,

J. statutory protections that give the audit organization sole authority over the

selection, retention, and dismissal of its staff, and e 3

g. Sstatutory access to records and documents that relate to the agency, program,

or function being audited*

'6Statutory authority to issue a supoena to obtain the needed records is one way to meet the requirement \
Jor access to records. ‘
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3.26 If the head of the audit organizatio_n concludes that the ‘orgarzization meets all the
safeguards listed in paragraph 3.25, the audit'organizaﬁon'.shbuld ‘be considered
free from orgamzatwnal zmpatrments to mdependence when reportmg the results
of its audits extemally to third parties. The audit orgamzatwn should document
the statutory pravisions in place that allow it to meet these safeguards." Those
provisions should be reyieWed during the external quality assurance réview to

 ensure that all the nécéssar‘y safeguards have been met.

Organizational Impairment Consideérations .
When Regorting‘ Internally to Marzag' emént-: R

3.27 Certain federal, state, or local government audit organizations, or ag-audit
organizba_tion_s within other government entities, such as a public colleges,
universityies, or hospitals; employ auditor's to work for management of the audited

entities. These auditors may be subject to administrative direction from persons

involved in the government management process: ‘Such audit organizations are

internal audit organizations. Fo-help-achieve-organizationalindependence-audit

it— A government

internal audit organization can be presumed to be free from organizational
irnpainnents to independence when reporting internally to management if the head

of the audit organization meets all of the following criteria:

18




a. is accountable to the head or deputy head of the government entity,

b. is required to report the results of the audit organization’s work to the head

or deputy head of the government entity, and

¢ is located organizationally outside the staff or line management function of

the unit under audit.

3.28 If the conditions of paragraph 3.27 are tﬁet, the audit organization should be
- considered free of organizatibnal impairments to independence to audit internally
and report objectively to the entity’s management. Further distribution of reports
outside the ,orgdnization should only be made in accql;dance with aﬁplicable law,
rule, regulatioﬁ, or policy. In these situations, the fact that the auditors are
auditing in their employing organizations should be clearly reflected in the

auditors’ reports.

3.29 Auditors sheuld-alse need to be sufficiently removed from political pressures to
ensure that they can conduct their audits objectively and can report their findings,
opinions, and conclusions objectively without fear of political repercussions.
Whenever feasible, auditofs within internal audit organizations should be under a
personnel systeni in which compensation, training, job tenure, and advancement are

based on merit.
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3.30 The audit organization’s independence is enhanced when it also reports regularly to

the entity’s independent audit committee and/or the appropriate government

oversight body. -

3.31When

internal éudit -

\ organizat‘ions‘ that are free of organizational impairments to independen;'e perform
eenduet audits external to the gbvefnmentgntityies td which they are directly -
assigned, such as audi‘ting éon;ractors or outside pafty ‘ﬁgre’ements, and no
personal or external impairments exist, they may be co’ﬁsidered ifxdependent of the
audited entityies and free to report objectively to the heads or deputy heads of the
governfnent entitﬁes to which they areb assigned and to Dparties outside the

organizations in accordance with applicable law, rule, regulation, or policy.

3.32 The audit organization should document the conditions in place that allow it to be
considered free of organizational impairments to independence to report -

. internally. Those conditions should be reviewed during the external quality

- assurance review to ensure that all the necessary safeguards have been met.
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